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ESG RISING
Environmental, social, and

governance (ESG) issues are
quickly moving from a small
subset of concern for investors to
a core philosophy about how they
invest and how they expect the
businesses they own to behave.

Investors are becoming
increasingly interested In
companies’ ESG profiles
alongside their fundamentals,
while companies may find it
challenging to understand
how their ESG profile will be
understood and benchmarked.
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his year, ESG shareholder proposals have gained both

interest and support in Canada and the U.S., with climate

change emerging as the dominant proposal topic. While
the governance aspect is nothing new, an emerging laser focus
on environmental and social issues has been observed.

What Is Driving the Rise?

There are several factors that are simultaneously
driving the rise in ESG investment practices. The first
is the acknowledgment that issues such as climate
change and human rights are affecting various sectors
across the economy, and that the incorporation of
ESG considerations can be used as a risk-mitigation
screening process when evaluating companies. There
is a belief that institutional investors are incorporating
ESG factors in their investment processes to identify
higher quality companies with strong management
teams. Typically, management teams of companies
with robust sustainability profiles have a reputation for
being able to quickly adapt to changes, better manage
risk, and take advantage of opportunities. Similarly,
long-term investors may see ESG policies as a
foundation for long-term success. Subsequently, such
considerations may provide alpha-generating signals
to help garner long-term investment performance.

Second, the Paris Agreement and the support

from 195 countries has established climate change
as a recognized global concern, with reactions

to recent statements by the U.S. president only
serving to underscore this view. The international
treaty has increased investors’ acknowledgment of
the potential impacts climate change may have on
investment portfolios. This recognition has resulted
in conversations regarding portfolio de-carbonization
and the pressure for issuers to provide greater
disclosure regarding climate change-related risks.

The third factor generating greater demand for ESG-
related investing comes from the growing number of
millennials engaged in wealth management. Millennials
represent the largest demographic in North America’s
workforce, and are estimated to inherit more than
US$30 trillion in the next few decades. According to

a 2015 survey conducted by the U.S. Trust, Bank of
America, approximately 85% of millennials consider
social or environmental impacts to be important

to investment decisions. This contrasts with baby
boomers who were interviewed, with only 49%
agreeing that social and environmental impacts
are important to investment decisions.

In Canada, millennial investors are significantly more
likely than previous generations to show interest

in responsible investment. According to 2016 data
collected by the Responsible Investment Association
of Canada, Canadian millennial investors are 65%
more likely than Canadian baby boomer investors

to consider ESG factors when making investment
decisions. Furthermore, 82% of Canadian millennial
investors believe that responsible investing will
become more important in the next five years,
compared to only 48% of baby boomer investors
who share the same belief.

It is worth noting that Europe has historically been
at the forefront of responsible practices, with
approximately 65% of global responsible investing
AUM, rendering it the largest region for responsible
assets globally. Still, responsible investing has
experienced international growth. For example,

at the start of 2016, global responsible investing
assets reached US$22.89 trillion, representing a
25% increase from 2014. In nearly every market,
responsible investing grew in both absolute and
relative terms since 2014.

Several investment market players in the U.S., Canada,
Australia, New Zealand, and Asia (excluding Japan)
have begun ESG integration as part of their investment
screening. In the U.S., responsible investing grew by
33% in 2016, representing US$8.72 trillion, compared
to 2014. Although smaller than the U.S. responsible
investing market, Canadian responsible investing

is experiencing rapid growth, with approximately

$9.2 billion in AUM in early 2016, representing a

123% increase from 2013 ($4.13 billion).
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Canada in Focus

According to the Shareholder Association for
Research & Education (SHARE), this proxy season
saw an overall increase in the total number of
environmental and social (E&S)-related proposals
submitted to issuers in Canada, from 27 proposals
in 2016 up to 33 proposals in 2017. As illustrated in
Figure A, there has been an overall increase in the
number of E&S proposals submitted to Canadian
issuers in the past five years.

In 2016, the only ESG-related proposal submitted at
a Canadian company to pass was a climate change
reporting proposal at Suncor Energy Inc. (and this
was endorsed by management). Conversely, in 2017,
Canada has yet to see an ESG-related proposal pass.
It is notable that climate change-related proposals
represent 33% of all ESG-related proposals voted on
by shareholders this year.

Number of Shareholder Proposals
Submitted in Canada

B Number of E&S-Related Proposals
B Number of Non-E&S-Related Proposals
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Select Canadian ESG-Related Shareholder Proposals to Date

Issuer Proposal Received Management Voted FOR  ISS Rec. GL Rec.
Royal Bank Approve Disclosure of Against 42.3% FOR Against
of Canada Lobbying Matters
Canfor Corp. Adopt Policy Against 31.8% FOR FOR
on Board Diversity
Constellation Adopt Policy on Against 42.0% FOR FOR
Software Inc. Board Diversity
Prepare Report to Identify/Address
Enbridge Inc. Social and Environmental Risks Against 30.3% FOR Against
when Reviewing Acquisitions
Industrial Alliance Strategy to Counter
Insurance and Financial Climate Change Risk Against 3.6% Against Against
Services Inc.
Industrial Alliance Policy to
Insurance and Counter Climate Against 3.5% Against Against
Financial Services Inc. Change Risk

As of August 1, 2017

U.S. in Focus

With the U.S. having been on the forefront of ESG, a
closer look south of the border shows that a total of
215 ESG-related proposals have been submitted by
shareholders in 2017, with 24 being climate change—
related proposals. A majority of those climate
change-related proposals were generic, requesting
that the company provide a report outlining its
strategy to prepare for a low-carbon economy and/
or assess the long-term impacts that climate change
policies may have on a company’s portfolio.

Ten proposals were more specific in nature, requesting
that a company publish annual reports and disclose
the long-term portfolio impacts both technological
advances and climate change policies will have on the

www.kingsdaleadvisors.com
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company, in addition to assessing the resilience of a
company'’s full portfolio of resources, and identifying
financial risks associated with different scenarios.

The most popular ESG topics for 2017 are noted in
Figure B on the next page, with proposals relating to
lobbying, climate change, political contributions, and
diversity being among the most popular issues.
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Figure B

ESG Proposal Topics Submitted in 2017 (U.S.)

40 — 39

As of August 1, 2017. (Includes pending and withdrawn proposals.)
In 2017, the sector to receive the most ESG-related
proposals was the consumer discretionary sector

(total of 30), closely followed by the energy sector

Number of ESG Proposals per Sector (U.S.)

(total of 29), with the following sectors actually having
ESG-related proposals pass: energy (3), utilities (1),
information technology (1), and real estate (1).
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This proxy season has seen six ESG proposals
pass, with the topics concerning climate change (3),
diversity (2), and sustainability (1). Most notable are
the climate change-related proposals that passed at
Exxon Mobil Corp., Occidental Petroleum, and PPL
Corp., all receiving majority support (62%, 65%, and
56%, respectively).

The table on the next page provides insight as to how
some of the largest institutional investors have voted
on environmental and social proposal topics this year
in the U.S.
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Environmental and Social Proposals

Total Number of Voted Voted Did Not Percent of E&S
E&S Proposals Voted “For” “Against” Abstained Vote Proposals Voted
Investor on in 2017 (YTD) “For” (YTD)
State Street Global Advisors 577 189 3N 77 0 33%
BNY Mellon 366 32 334 0 0 9%
BlackRock 216 13 203 0 0 6%
J.P. Morgan Asset Management 181 13 168 0 0 7%
Wellington Management 43 36 1 2 9%
Goldman Sachs Management LP 5 1 0 0 80%

As of August 1, 2017

More Stringent Investor Views on ESG

Although a small portion of ESG-related proposals gain
enough support to pass (both in the U.S. and Canada),
it is how institutional investors vote that indicates ESG
is becoming a growing concern among investors and an
increased risk to boards. We have seen more and more
large institutional investors changing voting policies to
address ESG-related risks.

This year, BlackRock, Vanguard, and Fidelity amended
their voting policies to be able to support climate
change proposals. Furthermore, institutional investors
such as State Street, BlackRock, Vanguard, Norges
Bank Investment Management, and CalPERS, to name
a few, have identified specific ESG topics they focus on
when engaging with investee companies.

There are other international initiatives that underpin
the rise of ESG. For instance, on June 29, 2017,

the Financial Stability Board’s Task Force on
Climate-related Financial Disclosures published

its recommendations for financial firms to disclose
how climate change affects their business. Since

its publication, 11 major banks including UBS AG,
Citigroup Inc., and Barclays PLC (representing more
than $7 trillion AUM) started a pilot project to implement
the recommendations. Such initiatives may signal
that in the future, responsible investing will move from
peripheral to mainstream focus.

How Do ISS and Glass Lewis Approach ESG Proposals?

ISS and Glass Lewis have made it clear through a
series of initiatives that ESG will be a big focus going
forward, with both proxy advisor firms having recently
partnered with ESG research organizations.

In 2015, ISS acquired Sweden-based Ethix to

form ISS-Ethix, which helps clients develop and
integrate responsible investment practices. ISS also
announced a strategic partnership with the ESG
intelligence provider RepRisk to offer clients access
to RepRisk’s ESG platform. The RepRisk platform
enables clients to manage reputational, compliance,
and investment risks related to ESG issues and
serves as a screening tool to monitor portfolio
companies’ activities for purposes of investment
analysis, engagement, or exclusion.

Most recently, ISS acquired Zurich-based South
Pole Group, a provider of ESG data and analytics to
enable investors, asset owners, fund managers, and
banks to measure the impact of climate change on
their portfolios. In addition, ISS already has several
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specialty proxy voting guideline policies that reflect
ESG concerns: socially responsible investment (SRI),
sustainability, and the faith-based policies.

Similarly, Glass Lewis partnered with Sustainalytics
early this year. Sustainalytics is a leading provider

of ESG research, ratings, and analysis. Through

this partnership, Glass Lewis now integrates
Sustainalytics’ ESG research and ratings into its
proxy research and vote management platform.
Glass Lewis subscribers will now have access to
Sustainalytics’ ESG rating of issuers, as Glass Lewis
reports now include Sustainalytics’ evaluations within
their company reports.

Glass Lewis has stated that Sustainalytics’ company
ESG rating does not impact its own assessment and/
or recommendations regarding issuers. However, it

is important for companies to keep an eye on the big
picture: as more institutional investors are identifying
key ESG topics and concerns, published ESG ratings
may become more relevant and impactful in the future.
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What Next?

If an issuer is not in the highly targeted extractive
industries, that does not mean they are immune.
Shareholders will be looking to see who you do business
with and try to extend your influence to your vendors.

Given the ESG trends identified above, issuers should
prepare themselves for investors’ increased demand
for enhanced disclosure. One disclosure method is a
sustainability or corporate social responsibility (CSR)
report, and updating it at least biennially.

Additionally, companies should keep abreast of,

and consider participating in, climate change and
sustainability reporting frameworks such as the Global
Reporting Initiative and the Carbon Disclosure Project.
By participating in sustainability reporting frameworks
and/or providing quality disclosure regarding sector-
specific ESG risks, issuers can be proactive in
addressing potential shareholder concerns.

A proactive approach can help reduce the probability
of issuers receiving shareholder proposals, as

shareholders are more likely to target those companies
with reputations for being laggards on ESG initiatives
and disclosure.

As time passes, issuers will be increasingly expected
to integrate climate change risks and opportunities
into their corporate strategy. Issuers should ensure
that their board composition has the required
expertise to address environmental and social
issues, in addition to allocating this responsibility

to a specific committee.

Lastly, issuers should inform themselves of large
investors’ ESG voting policies and engagement

topics, and ensure that key issues are addressed in
their CSR reports. It would be remiss not to highlight
that IROs and boards should focus not only on their
current shareholders but also prospective ones.

With the increased focus on ESG integration, falling
behind in ESG disclosure may mean that prospective
shareholders will skip out on investing in your company.

VOTER TURNOUT: WHY
TRANSPARENCY MATTERS

n interesting choice in disclosure rules allows some

companies to mask low shareholder turnouts. Often,

low shareholder turnouts can be indicative of poor
governance and poor shareholder engagement.

In Canada, by virtue of how the TSX Company Manual
and securities rules are worded, issuers are not
required to disclose the voter turnout on the election

of directors or other corporate resolutions put to a
shareholder vote. Currently, issuers may simply indicate
that resolutions were approved by over 95% of votes
cast, omitting that only 10% or 20% of shareholders
may have actually cast votes.

This is in contrast to the U.S. where issuers are required
to disclose shareholder vote turnout, which in turn

How to Fix the Issue?

It appears a simple word change may fix this issue
and provide shareholders with greater transparency.
Changing the word “or” in NI 51-102 section 11.3

NI 51-102 Section 11.3 Voting Results

following a meeting of securityholders at which a matter

was submitted to a vote, file a report that discloses, for each
matter voted upon (a) a brief description of the matter voted upon
and the outcome of the vote; and (b) if the vote was conducted by
ballot, including a vote on a matter in which votes are cast both in
person and by proxy, the number or percentage of votes cast for,
against or withheld from the vote.

Areporting issuer that is not a venture issuer must, promptly

In contrast, in the U.S. the Securities Exchange Act
clearly indicates issuers must “state the number of
votes cast for, against or withheld, as well as the

potentially compels U.S. companies to try to maximize
such turnout. This is likely because no company or
board would want to disclose a low shareholder turnout
for fear of embarrassment or a signal to activists that
they might be ripe for the picking.

The same compulsion to maximize turnout does not
exist in Canada. Within the TSX we note 35 companies,
most of which were under the $1 billion market cap,
did not provide disclosure that would allow for the
calculation of voter turnout as of August 1, 2017.

and TSX Company Manual Section 461.4 to an “and”
would make a significant difference:

TSX Company Manual Section 461.4, Footnote 1

insight into the level of support received for each director.
Accordingly, issuers should disclose one of the following
in their news release: (i) the percentages of votes received ‘for’
and ‘withheld’ for each director; (ii) the total votes cast by ballot
with the number that each director received ‘for’; or (iii) the
percentages and total number of votes received’ for’ each director.

The news release is intended to provide the reader with

number of abstentions and broker non-votes as to
each such matter.”
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Why It Matters

High levels of shareholder participation are a sign of
good governance and provide confidence that the
company’s directors and their strategic direction
are not just being rubber-stamped by a few insider
shareholders. High shareholder participation
shows that the board has a broad mandate from
shareholders as opposed to a select few who vote.
The lack of a total shareholder turnout disclosure
requirement allows some boards to escape scrutiny
regarding the breadth of their mandate and support
from company shareholders.

According to the latest statistics available from
an OECD report outlining average shareholder
participation in different jurisdictions, Canada
places in the 61-62% participation range

This is a much lower figure than in the United States
(at 82%) and lower than the UK, Germany, and Japan.
What is most interesting is that in Canada’s case

the statistics only include companies that actually
disclosed their participation rate. One can assume
that those that did not disclose may well have had

a lower participation rate, which means that the
average participation rate may actually be much
lower than the 61-62% reported.

Clear communication of voter participation is a
fundamental right of shareholders and good for the
market. Requiring Canadian issuers to disclose the
participation level at a shareholder meeting will put
pressure on issuers with historically low participation
levels to strive to increase those levels.

THE ACTIVE PASSIVE INVESTOR

or years, we have warned not to paint all activists with

the same brush and localize where an activist action or

dissension against management could be initiated from.
An activist action does not necessarily need to be precipitated
by a traditional short-term activist. Today we see growing
evidence that the world’s largest investors have been stirred
and issuers would be well served to forget their traditional

categorization of investors.

Since 2015, there has been an increasing trend
of withhold votes against directors on S&P/TSX
Composite companies. As a result, there were a
whopping 70 directors who received less than
80% support in 2016.

Number of S&P/TSX Constituent Directors
Receiving Less than 80% Support (By Year)
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THE TABLE BELOW SHOWS THE Z
STATISTICS OF AVERAGE %
MEETING TURNOUT PER COUNTRY, %
EXPRESSED IN TERMS OF %
PERCENTAGE. /
Country AGM %

Overall %

Slovakia 98.45%  98.45% %
South Korea  78.52%  81.97% %
United States  81.78%  81.78% %
Brazil No data 76.58% %
Estonia 78.48% 76.38% %
Czech Rep. 77.91% 76.00% %
Japan 473%  74.73% %
Slovenia 73.35% 73.35% %
Spain 70.06% 71.30% %
Turkey 68.81% 67.79% %
UK 67.62% 67.50% %
France 66.84% 67.16% %
Luxembourg  74.36% 66.16% %
Germany 64.86% 64.54% %
Poland 65.52% 64.45% %
Israel 64.41% 64.41% %
Canada 61.09% 62.62% %
Portugal 61.07% 62.32% %
Hungary 51.81% 58.53% %
New Zealand ~ 58.25% 58.25% %
Australia 58.48% 57.82% %
Austria 56.72% 56.33% %
Italy 56.65% 55.59% %
Netherlands ~ 54.96% 55.05% %
Ireland 56.54% 54.62% %
Finland 54.96% 54.42% %
Greece 55.34% 53.85% %
Sweden 52.82% 52.82% %
Norway 50.90% 49.50% %
Switzerland  47.31%  46.48% %
Belgium 44.41%  46.24% %
Denmark 38.10% 38.10% Z
~

—Z

Source: Hewitt, P. (2011), “The Exercise of
Shareholder Rights: Country Comparison
of Turnout and Dissent.” OECD Corporate
Governance Working Papers, No.3, OECD
Publishing, Paris.
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Gone are the days when
passive investors could
be considered passive
when it comes to
governance or voting.

Index funds “can’t sell those
stocks even if they are terrible
companies. As an indexer, our
only action is our voice and so
we are taking a more active
dialogue with our companies
and are imposing more of what
we think is correct.”
— Larry Fink,
BLACKROCK

“We’re going to hold your stock
when you hit your quarterly
earnings target. And we’ll hold
it when you don’t. We’re going
to hold your stock if we like
you. And if we don’t. We’re
going to hold your stock when
everyone else is piling in. And
when everyone else is running
for the exits. That is precisely
why we care so much about
good governance.”
— F. William McNabb Il
VANGUARD
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What Is Changing at the World’s Largest Investors?

Historically, passive index funds have bought shares
in a company based on a proportion in a specific
index, paying little attention to individual corporate
strategy or management. But to think that passive
institutional investors — from index funds to mutual
funds to pension funds to sovereign funds — don’t
have the capacity or interest to watch over their
massive portfolios would be a mistake. While you
would be right that very few would initiate a proxy
fight, more are willing to support an activist and
even more are willing to vote against you on key
governance issues.

While some large investors have long-held underlying
funds with differing strategies, some with very

active teams, passive investors as a whole have

been increasingly pressured to push returns and are
pursuing a more activist stance as a necessity, not
simply a preference. Coupled with this, pressure has
continuously mounted in a post-Enron world to ensure
accountability and proper stewardship of shareholder
dollars. Those whose money the passive funds
manage want to be confident that underperforming
companies, bad management, and governance
laggards are being held accountable.

Gone are the days when passive investors could be
considered passive when it comes to governance

or voting. Those are now seen as key levers for
long-term growth and, while there may have been
some of this happening behind the scenes, passive
investors have started taking more public actions.
Passive investors who hold poorly performing stocks
no longer need to face the binary choice of selling

at a loss or continuing to be disappointed. The new
option of influence to create the change you want

has emerged. As BlackRock CEOQ Larry Fink has
commented, index funds “can’t sell those stocks even
if they are terrible companies. As an indexer, our only
action is our voice and so we are taking a more active
dialogue with our companies and are imposing more
of what we think is correct”."

By way of example, in the Americas, BlackRock
reached out to companies that lacked gender
diversity on the board and received shareholder
proposals on the topic. Following the engagements,
BlackRock supported eight of the nine shareholder
proposals and voted against the nominating
committee members at five companies for failing to
address investor concerns related to board diversity.

Similarly, the Vanguard Group, Inc. has published
examples of recent engagement efforts to promote
change at their portfolio companies, including having
a dialogue with a real estate company and an activist
shareholder to encourage board change, and a

[1] “Passive investors are good corporate stewards”, Financial Times, January 19, 2016

successful engagement with a consumer products
firm which led the company to make adjustments to
executive compensation.

While engagement coupled with a large, long-term
position can be enough to effect change, more and
more passive investors are prepared to use their
votes to send a message to directors and influence
the direction of the companies they own, adopting

a more ‘longer-term activist’ approach. Whereas
checking a box used to be a formality, it is now a
strategic choice passive investors understand can
prove valuable in their search for alpha. Investors who
are committed to a buy-and-hold strategy recognize
that holding doesn’t mean they have to accept the
status quo. In fact, a long position likely increases
their ability to influence changes and improve long-
term performance.

As F. William McNabb Ill, Chairman and CEO of
Vanguard, has said, “We’re going to hold your
stock when you hit your quarterly earnings target.
And we’ll hold it when you don’t. We're going to
hold your stock if we like you. And if we don’t.
We’'re going to hold your stock when everyone else
is piling in. And when everyone else is running for
the exits. That is precisely why we care so much
about good governance.””

Institutional investors are directing more resources,
time, and money into building internal governance
teams and actively engaging the companies they
own in the belief that high standards of corporate
governance and transparency in reporting can help
create value. BlackRock, Vanguard, and State Street
have significantly grown their corporate governance
teams. BlackRock, for example, now has the largest
team, with 31 people dedicated to governance, while
Vanguard has doubled its headcount to 20 over the
last three years. In addition, Vanguard and State
Street are reportedly poised for more growth in their
governance departments this year.

This year, investors were explicit in their expectation
that companies talk to them about changes on issues
like environmental and social policies that will impact
long-term shareholders. State Street, for example,
was clear that they expect companies to talk to

them about ESG risks. Although it is true that a lot

of investors have had policies like this for a number
of years, they were still willing to go along with
management for the most part. For example, where
previously Vanguard would abstain from voting on
ESG proposals, its policy is now to vote case-by-case
and it is pushing for greater environmental disclosure
by issuers.

[2] F. William McNabb’s keynote address at Lazard’s 2015 Director Event, “Shareholder Expectations: The New Paradigm for Directors”
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Setting the Agenda Without Casting a Vote

It’s not just through their votes that passive investors
have been directing the agenda. Even before a vote
is cast, the disclosure of an institution’s proxy voting
guidelines can serve to influence change as issuers
seek to meet their expectations rather than risk a
vote against.

Institutions like the British Columbia Investment
Management Corporation have updated their proxy
voting guidelines on topics like climate risk reporting
and may now vote against directors when the
company is perceived to have inadequate disclosure
or lack oversight, leading to environmental problems.
BlackRock has also made climate risk disclosure an
engagement priority for 2017-18, which may serve as
an early warning for issuers on the topic, especially
given the typical size of a BlackRock position in an
issuer. As a result, we have seen more companies
focusing on improving their disclosure in these areas.

The model of ‘corporate access’ has seen some
inversion. In the past, institutional investors grappled
to gain access to issuers in order to table concerns.
With strengthened policies and governance teams,
more and more issuers are now scrambling to
understand shareholders.

In many ways, a vote may be an indication the
preferred channel of influence — direct engagement
with management and the board - failed. The
Canadian Coalition for Good Governance has
outlined its recommendations about how to “escalate
engagement activities if a board is unresponsive

to the concerns communicated” that go beyond
withholding votes on directors and voting against
say-on-pay to include making public pronouncements
about their concerns and making their votes public.
Tactically, this could include speaking at shareholder
meetings, public letters, submitted shareholder
proposals, requisitioning a meeting, nominating

a director by proxy access (where available), and
seeking governance improvements, including through
possible legal remedies.

Public declarations such as letters or high-profile
speeches by the likes of State Street and BlackRock
have served to put issues like long-termism, corporate
responsibility, and diversity on the top of issuers’
minds. State Street, for example, indicated in March
with a statue of a little girl standing up to Wall Street’s
famous bronze bull that it will start voting against
nominating committee members who don’t make a
verifiable attempt to improve female representation

on their boards.

In perhaps the most high-profile example of passive
institutional action this year, a group of large pension
funds, including the Canada Pension Plan Investment
Board, Ontario Teachers’ Pension Plan Board, and
Caisse de dépot et placement du Québec, publicly
declared their intention to withhold support for
Bombardier Inc.’s executive chairman in an effort to
split his role in management and on the board.

This pronouncement was prompted by an increased
frustration by the pension funds that concerns
regarding big raises to top executives — after the
company had taken government funding and
additional loans, while having laid off thousands of
employees — had not been heard.

Since the executive chairman’s family founded
Bombardier and maintained control through multiple
voting shares, other shareholders were not only
concerned about the independence of the company’s
management from its controlling shareholder but also
the ability of minority shareholders with a substantial
economic interest to influence change.

In this case, public embarrassment over concerns

in governance resulted in the executive chairman
giving up his management role. Because shareholder
votes can only accomplish so much, such as provide
advice on pay, public shaming could become a more
common tool for driving change.

Impact of Institutional Activism

Academic research has found that an increase

in passive ownership influences a company’s
governance choices, seeing an increased passive
position associated with more independent directors,
the removal of poison pills, fewer dual-class share
structures, and more support for shareholder-
initiated proposals.®

For companies, a withhold vote can serve to notify
them they are on a short leash and changes are
needed. Reviewing the policies of shareholders,
not just the proxy advisors, can help mitigate voting
risk and ensure companies are on the forefront of
governance best practices.

For investors, the exercise of voting their views sends
a signal across their portfolio to all companies,
especially the smaller ones. If an investor like
BlackRock votes against a mega-cap company,

it serves as a warning to all companies in their
portfolio that they need to be on top of the issues that
triggered the withhold vote. Companies considered
standard setters need to be especially aware of the
active passive investor.

With the traditional lines between investment styles
blurred, companies can no longer assume their
traditionally quiet investors will meekly go along
with management.

[3] “Passive Investors, Not Passive Owners”, lan R. Appel, Todd A. Gormley, and Donald B. Keim, December 18, 2014
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DUAL-CLASS SHARE STRUCTURES:
IF YOU DON’T LIKE THEM, BUY

SOMETHING ELSE

espite resistance from corporate governance experts

and the majority of investors, increased scrutiny from

regulators, and companies abandoning the structure
altogether, more and more Canadian companies are going
public with multiple classes of shares.

It’s clear that founders of these newly IPO’d companies want access to public capital while retaining control,
but some shareholders are asking if what it took to get the company to IPO is what the company needs to take

the next step.

Why So Popular?

While critics will point out problems with a dual-class
structure - like that the founder who can sell and then
keep the company may not possess the expertise and
skillset required to get it to IPO and beyond - the
structure is popular.

Between January 1, 2015, and June 30, 2017, there
were 28 IPOs, 18 of which were multi-class or
controlled, representing approximately 64% of the
companies. Notable Canadian names on the TSX
include Spin Master, Cara Operations, Shopify,

Total Shareholder Return Comparison

M Multi-Class or Controlled Mean TSR
M Non-Controlled Class Mean TSR

140% —
120% —
100% —
80% —
60% —
40% —

20% —

8.74 % 06 16.53

3-Year TSR

0—

1-Year TSR 5-Year TSR

As of August 31, 2017

On top of these numbers, qualitative arguments

that a dual-class structure is important to keep the
founder’s vision intact and focus on the long term,
not fluctuating quarterly numbers, make some sense.

Aritzia, and Freshii. In short, the approach seems to
be: if you don’t like the voting structure, don’t invest.

How are they able to afford such a bold stance? Well,
it appears companies with multiple voting classes are
getting results, at least in the short to medium term.
Among the 60 largest companies on the TSX (S&P/
TSX 60 Index), using the most recent performance
trailing total shareholder return data, multi-class or
controlled companies appear to be outperforming
single-class or non-controlled companies.
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Governance Concerns

Many investors have voiced their concerns about
dual-class companies, with some large institutional
investors, such as CalPERS, refusing to invest in IPOs
with dual-class stock.

Concerns include the fact that there is a
disproportionate amount of economic risk for
subordinate shareholders and that super-voting
shareholders can elect or replace board members,
resulting in passive boards or entrenched
management teams that face limited repercussions
for their decisions.

With such a lack of oversight often found in corporate
scandals, there are also concerns surrounding the
ease with which one could misappropriate company
funds, with the controlling executive shareholders’

View of Proxy Advisors

ISS believes that the fundamental tenet of shareholder
democracy is the ‘one share, one vote’ principle.
Naturally, the very thought of dual-class stock is
counter to this. While there are limited circumstances
in which ISS may support the creation of a class of
common shareholders — including foreign ownership
requirements, provisions the subordinate class

may elect some directors and are able to approve a
change-of-control transaction, and a sunset clause

- ISS will generally vote against such proposals. In
the case of a company controlled through a dual-
class share structure, the support of a majority of

the minority shareholders would equate to majority
support under their board responsiveness policy.

Glass Lewis, on the other hand, generally
recommends that shareholders support measures
that would curb the disparity between economic and
voting rights at public companies. In two recent cases

ability to withdraw funds and assets from the
company via excessive compensation, self-serving
transactions, or cash flow being diverted away

from the business towards unrelated management
projects, as well as inadequate succession planning.

Fundamentally, one has to ask which is the more
pressing motivator: preserving the status quo

or generating superior returns for subordinate
shareholders? This can be even more pronounced for
a corporation pivoting from growth stage to mature
‘cash cow’ stage when both the excitement and stock
appreciation are waning.

where the extension of multiple voting shares with
unequal voting rights were sought (Fairfax Financial
Holdings (2015) and Alimentation Couche-Tard (2015)),
ISS and Glass Lewis recommended against both.
Ultimately, the proposal at Fairfax passed with a slim
margin, whereas the proposal to amend the articles at
Couche-Tard failed.

Interestingly, when multiple class share structures
are collapsed, this may also be a point of entry for
activists or contentious situations, as can be seen in
the case of Mason Capital opposing TELUS’ collapse
of its dual-class share structure.

Considerations for Companies and Best Practices

For companies who have listed with multiple voting
classes and are experiencing criticism, there are
various ways to mitigate shareholder concerns: the
introduction of sunset clauses; coattail provisions for
change-of-control transactions; a maximum voting
ratio of multiple voting shares to subordinate voting
shares (such as 4 to 1, as recommended by CCGQG);
the use of strongly independent and unrelated board
committees; and the elimination of any premium
paid to multiple voting shares should the dual-class
structure be collapsed.
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For subordinate shareholders, there does not appear
to be a practical way out. Shareholders understood
what they were buying, so it is hard to force change
- a fact that courts have pointed out when rejecting
oppression cases. Given the limitations on the rights
of the subordinate shareholder, perhaps a way
forward is to allow for only professional investors

to take positions in dual-class companies.
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ADVICE

(HINT: IT’S ALL ABOUT
ENGAGEMENT...)




UNDERSTAND THE EVOLVING
ROLE OF PROXY ADVISORS

The role of proxy advisors, most
notably ISS and Glass Lewis, is
constantly evolving.

In this year’s proxy season, we
saw ISS and Glass Lewis tighten
their policies and their application,
which impacted the outcome

of not only contested meetings
but also standard annual and
transactional meetings.

A mistake issuers make is thinking that what led to a positive
recommendation last year — or even earlier in the current proxy season —
will undoubtedly lead to the same outcome the next time around. This

is not the case and you shouldn’t have to see your vote fail to know the
goalposts have moved.

For companies to position themselves optimally in the eyes of the proxy
advisors and secure a positive recommendation, it is essential they have
an in-depth understanding of how proxy advisors will view a proposed
transaction, slate of directors, or other proxy proposals. Issuers need

to get inside their heads and think like a proxy advisor. This is not easy,
which is why an experienced, leading-edge strategic governance advisor
is crucial when it comes to navigating the complex waters of ISS and
Glass Lewis. A seemingly routine vote or deal can be completely derailed
if the issuer doesn’t have a thorough understanding of the nuances and
considerations that go into the decision-making process.
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Why Are Proxy Advisors Tightening Their Policies?

As subscribers to ISS and Glass Lewis, it is the large
shareholders who help set the agenda; their needs
and attitudes help to craft policies and determine how
they are applied. As the expectations of shareholders
change, so do the policies of the proxy advisors.

For example, the introduction of ISS’ Equity Plan
Scorecard methodology is meant to reflect the
increasingly diverse metrics institutions are using to
evaluate equity plan proposals. Recall that in the past,
ISS primarily focused on the cost of the plan.

Even if there is no formal policy in place, we know
that having a proxy advisor subscriber coming out
and publicly raising concerns about an issue can

influence the proxy advisors to at least dig deeper or
take a second look.

It is worth noting that on some contentious issues,
the proxy voting guidelines of certain institutional
investors may be even more stringent, using the
issues identified by the proxy advisors as ‘red flags’
that require additional probing. For example, take
equity plans. Even though an equity plan may be
structured to satisfy the guidelines of ISS, institutions
may vote against it after conducting their own
analysis and taking a harder line on elements such as
burn rate, dilution, plan cost, change of control, or the
evergreen reserve feature.

Why the Proxy Advisors Will Continue to Gain Power

While the retail investor is unlikely to ever become
fully extinct, signs indicate they are on their way to
becoming an endangered species. It used to be that
a typical TSX or Dow Jones issuer could count on its
shareholder base to be made up of approximately half
institutional investors and half retail investors. Today,
a new generation of investors no longer invest in
individual stocks for the long term, opting instead for
mutual funds, index funds, or ETFs.

How Companies Can Prepare

Start with the end in mind. Know how proxy advisors
will look at your situation and keep that in mind as you
design your resolution or deal. Management needs to
spend time with governance advisors who know how
the proxy advisors think to prepare. A big part of this
means understanding that the public policies of the
proxy advisors are only one part of their evaluation.
On virtually every recommendation, a qualitative
assessment and human factor play a role.

A good advisor will tell you what the recommendation
and resulting vote will be and what you can do about
it. Companies should start by completing a risk
assessment of how shareholders will react to proxy
advisors’ recommendations and the vote impact. As
much as this will influence the design of your circular,
more importantly it will influence your overall strategy.
For example, in a proxy fight, what tactics do ISS

and Glass Lewis frown upon? In M&A, what do they
like to see in terms of strategic rationale, valuation,
negotiation, and transaction process? Will they go
beyond the deal and look at go-it-alone scenarios?
Will they do their own work on the acquirer’s pro
forma financing as they did in CIBC’s deal for
PrivateBancorp? These are important questions
upfront because it will be difficult to go back and
revisit once you realize the proxy advisors have

an issue.

With mutual funds and ETF investors like BlackRock,
State Street, Vanguard, Fidelity, Norges, and others
now controlling trillions of dollars of investments,
they, along with large pension funds and hedge
funds, are eclipsing the retail investors, particularly
in newer public companies. As subscribers to ISS
and Glass Lewis, and the conduit for their vote
recommendations, we can see how the importance
of the proxy advisors’ vote recommendation is
quickly being magnified.

In instances where negative recommendations are
predicted, shareholder engagement should occur
right away. From our experience, every shareholder
is different: the policies, stances, and personalities
of those actually casting the vote, whether portfolio
managers or governance specialists, are all different.
The one who made the decision to buy your stock
may not be the one casting the vote. While the
investment team and portfolio managers may help,
governance specialists at institutional investors are
key influencers on proxy voting matters.

It is worth noting that the rise of in-house governance
teams at institutional investors has created a new
paradigm for issuers and requires an extra layer

of strategic design when considering proxy items.
Additionally, some shareholders subscribe to one

or more proxy advisors but don’t necessarily follow
their recommendations strictly. If there does happen
to be a negative recommendation, all is not lost, but
how you respond and position yourself following the
recommendation is crucial.

For all the time and effort boards and management
put into designing and de-risking proxy items or
transactions, doesn’t it make sense to make sure
proxy advisors don’t have the opportunity to derail
your vote?
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THERE’S NO SUCH THING
AS A FRIENDLY DEAL

he days of the straightforward, friendly deal are over.

Even the most seemingly routine merger or plan of

arrangement now comes with an increased set of risks.
The fact is a friendly deal can no longer be counted on as a
‘sure thing’. Activists who specialize in ‘bumpitrage’ and long-
term shareholders not happy about a deal’s valuation have had
a significant impact over the last few years.

When you consider the time, money, and effort that go into just getting to the announcement of a transaction,
doesn’t it makes sense to understand, consider, and prepare for those — from activists to your own
shareholders to the proxy advisors — who could derail your deal?

How Activists Plan to Impose Themselves on Your Deal

Picture this. You’ve just spent nine months
conducting due diligence, pouring through mountains
of corporate data and financial models, preparing to
make a takeover offer. Your A-team of advisors is lined
up, you've secured financing, and your offer is ready
to go. After a few rounds of friendly discussions,

the time has finally come - you’ve negotiated a
merger between your company and a sought-after
competitor. The finish line is in sight and all you need
are a few more industry checkmarks, a court stamp
of approval, and 662:% of shareholder votes cast to
support your view of the future combined company.

Now flash forward to your joint-deal announcement
— the premium offered is high relative to historical
trading and first reports from the analyst community
are positive. Your long-term shareholders seem to
like the deal and things could not be going better.
But wait: two weeks later, an activist press release
suggests that your sought-after deal isn’t so great
after all and not only do they want more - their
support group of your shareholders does too.

What was once a simple cog in the transaction wheel
has become one of the most difficult approvals in the
M&A process. Last year, the value of Canadian M&A
hit $331 billion, up from $276 billion in 2015, helped in
part by cheap financing and lofty valuations, with 160
companies in the U.S. and Canada subjected to M&A-
related public activist demands.

While public activist campaigns continue their
downward trend in 2017, we have seen an increase

in shareholder intervention in transactional matters
in 2016 and 2017, including Catalyst Capital Group’s
attempted block of the $2.56 billion acquisition of
Shaw Media by Corus Entertainment Inc.; Oaktree
Capital Management’s successful blocking and
renegotiation of the $1 billion acquisition of Tembec
Inc. by Rayonier Advanced Materials; Van Berkom
and Associates’ attempt to block the $350 million
going-private transaction involving Sirius XM Canada
Holdings Inc.; and Smoothwater Capital’s intervention
and eventual settlement in the $59.8 million
acquisition by Alberta Oilsands Inc. of Marquee
Energy Ltd.

Number of M&A-Related Public Activist Demands

M Canada
Hu.s.
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As of August 1, 2017. Demands include: push for merger, push for sale, push for acquisition, oppose acquisition, oppose
merger/takeover, oppose terms of merger/takeover, push for company division, push for spinoff, take over company.
Demands taken from regulatory filings, press releases, public letters, and interviews. Source: Activist Insight Online
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01. Run merger model with
peer performance analysis

02. Analyze deal terms (length,
approvals, etc.)

03. Talk to industry peers, experts,
thought leaders on their views
of the industry

04. Define strategy for putting
pressure on issuer (i.e. come
out early and loud, wait for
certain approval hurdles to
be cleared before voicing
concerns)

05. Identify shareholders — call/
meet with top 5-10 and gather
their thoughts

06. Accumulate blocking position
or partner with like-minded
shareholders

07. Contact company — CEO,
CFO, IR to drill down on
details of the offer

08. Establish yourself as an
expert and build credibility
with target/seller — have to
cast a shadow of doubt
across all parties

09. Run aggressive PR campaign
against the deal

10. Negotiate better deal or
alternate beneficial outcome

A H HH NI
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Is This Sabotage? No, It’s Bumpitrage

Bumpitrage, a form of event-driven arbitrage, occurs
when an activist investor purchases shares in a
target company for the sole purpose of blocking or
manipulating the vote/tender process to push for a
higher price.

These investors see themselves as real-time
matchmakers who work with all parties involved to
get a solution. In their eyes, it’s simple: every buyer
wants to buy something at the lowest price they can

get and it’s their job to make sure they pay as much
as possible. Of 69 opposed mergers in North America
since 2013, there were 19 that ended up increasing
their offers to appease these shareholders, with an
average increase of 21%.

How Do Bumpitrage Artists Pick a Target?

Surprisingly, the process of picking a target is not as
complex as you might think. On the day of your deal
announcement, the activist begins running various
work streams with analysts, creating internal merger
models comparing the deal’s valuation to public
trading valuations of peers. Precedent deals, peer
performance, asset intrinsic value, and going concern
value are the most important metrics. In essence,
they are gut-checking the work your bankers did to
structure the deal.

If a deal is undervalued or does not ascribe value to
near-term positive developments, then the activist
may have a case to sell or a case to hold if the deal is
unsuccessful; otherwise, they need an exit strategy.

How you’ve structured your deal will play a critical
role in their analysis, as shorter deal cycles are always
preferred. For example, with a plan of arrangement
typically taking 50-60 days from the announcement,
arbitrage funds can purchase voting shares after the
announcement but prior to the record date, giving
some control over the process. Compare that to

a tender at a minimum of 105 days where shares

can trade hands at any point in time, impacting the
ultimate tender. Necessary government approvals are
also considered vis-a-vis timing and success.

On a parallel stream, the activist begins calling and
meeting with your largest shareholders to enquire
about their views of the deal and start sowing

the seeds of discontent. Are they happy with the
process? What was their original investment thesis
and does this arrangement satisfy their needs? Could
they support another structure?

The results from these calls and meetings will dictate
whether the activist inevitably pushes ahead with their
blockade, because they can’t do this alone. While
small-cap bumpitrage provides the opportunity for
these funds to pick up a large and influential stake
relatively easily, targeting large-cap companies
requires marshalling support from other investors

to secure a blocking position.

Historically, the next step was simple: look for a

large, credible institution that would be interested in
being the public voice. The frontman. A long-term
shareholder that will exude credibility in the eyes of the
proxy advisors who favour the long-term/constructivist
style to the short-term/event-driven strategies. Ideally,
this is someone who can stand up and say that
they’ve owned the stock for ten years and while they
like management, they don’t like the deal.

However, what we are increasingly seeing today

is the rise of the ‘RFA’ or ‘request for activism’ as
long-term traditional money managers look for
activists and event-driven funds to take on the role
of the agitator. Though they may not like the deal
privately, their public image is important and having
an activist do the ‘dirty’ work helps them save face.
Neuberger Berman, a longtime steward of pension
funds and retirees, approached multiple hedge funds
this year after their conversations with Whole Foods
went stale, to put pressure on the company. Weeks
later, JANA Partners announced itself as the second
largest shareholder of Whole Foods pushing for and
ultimately achieving sale of the company.

The Role of Proxy Advisors in M&A

In a merger, the battle for ISS and Glass Lewis

support is fought well before the advisory reports are
issued. Activists know this. They reach out to your
larger shareholders who pay for the proxy advisors’
recommendations and have them call ISS and Glass
Lewis directly to talk about why they don’t like the deal.

While a credible long-term institution like BlackRock
or Fidelity may not be open to publicly supporting
the activist, they might be more willing to pitch

their view directly to ISS and Glass Lewis. From the
activist perspective, this can make the difference.
Since 2014, ISS has more than doubled the number

of M&A transactions it has recommended against.
Glass Lewis has been more aggressive historically
in terms of recommending against M&A transactions
compared to ISS. There may be a couple of reasons
for this. The first may be due to the overall increase
in M&A shareholder activism. The more transactions
that are subject to activist attack, the higher the
likelihood ISS and Glass Lewis will apply heightened
scrutiny, thereby triggering an increased likelihood
they will recommend against the transaction.

The second may be the reflection of the expectations
of their institutional clients. There has been an
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increasing trend of institutions who have adopted

a case-by-case approach in evaluating M&A
transactions. This could require ISS and Glass

Lewis to produce more in-depth and higher quality
analysis for transactions, as opposed to applying a
black-and-white policy guideline approach on routine
governance items. In addition, what companies
sometimes don’t appreciate is that an ISS or Glass
Lewis client might call or email feedback on a deal to
the proxy advisor, and that will be sufficient for them
to take a deeper look. (See the cases of Tembec Inc.
and Milestone Apartments REIT on page 9.)

It is worth noting that ISS and Glass Lewis typically
do not put too much weight on fairness opinions

without detailed financial analysis. Instead, they
place more emphasis on the transaction process:
the time taken, the number of financial advisors
retained, potential buyers spoken to, etc. However,

in a contested situation, the non-disclosure of the
details of the fairness opinion could put management
in a disadvantaged position through the proxy
advisors’ lens especially if the activist shareholder
demands such disclosure and questions the valuation
assumptions of the fairness opinion. If detailed
disclosure isn’t made available, the analysis and
assumptions will be left open for discussion.

Why My Deal? My Offer Was Full, Fair, and...

It’s market practice now that anything that isn’t
labelled “best” and “final” is met with skepticism.

An activist will always see room to increase unless it
is strongly indicated otherwise by the bidder. Bidders
today are very careful to guard themselves with their
language and leave something on the table in case
their first offer gets railroaded.

If the activist is successful in convincing the
shareholders but ultimately not the bidding party that
the deal is undervalued, it could result in considerable

What Boards Can Do

A number of steps can be taken to ensure deals are
more resilient. As the deal is announced, boards
should recognize how fast things will move. The
announcement is just the start, not the end, of your
campaign. Third parties are prepared to criticize the
terms of the deal faster than ever before.

Know your shareholder base and the valuations they
put on your business. Without a larger institutional
shareholder supporting them, activist investors will
be hard pressed to derail your deal. Shareholder
engagement is imperative to understanding the thesis
of your investors and the targets they have; if the deal
doesn’t reach their valuation target, it is likely they
will vote in support of the activists. Build relationships
with the investors that matter and continually maintain
dialogue. Activist investors are sophisticated and as
their credibility continues to strengthen, so does the
effect of their message on fundamental shareholders.

Voting lock-ups are one possible step. If not,
acknowledging the challenge of selective disclosure,
talk to the shareholders most likely to have
reservations — and do it early and often, especially

if their opinions are influential. In planning a merger
with Dow Chemical, DuPont did just that, inviting
Trian Partners to comment on the structure of the
deal privately At the end of the day, a bidder having
lock-ups, even if ‘soft’, can be a crucial element

of the deal.
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failure. Activist investor O’Hara Administration Co. put
pressure on ALFA, S.A.B. de C.V., and Harbour Energy
Ltd. in their bid to acquire Pacific Rubiales but failed to
generate an increased offer. This resulted in the share
price falling 45.8% following the bid being pulled and
total loss of value when the company filed for creditor
protection under the CCAA.

If an activist emerges, the board should immediately
activate its already developed contingency plan as
well as a communication plan. Consideration of next
steps should be focused on the activist’s critiques
and expected traction they will find with shareholders.
Management then must consider the expectations of
the activist, for instance if the premium is 30% and
the activist wants a 45% premium.

Activists might also press for a standalone process.
Management might have its reasons for wanting to
accept an offer. For example, if a business is in the
midst of a difficult turnaround, show the activist the
facts, asking their advice on how to approach the
turnaround. Perception is often different from the
reality, but people tend to be greedy. Explaining the
downside risk and liquidity advantages of staying
independent can help.

While boards have grown increasingly prepared for
activism across the boardroom table, the same rigour
and forward planning now need to be applied to the
deal table.

As one activist who recently
derailed a transaction remarked,
“Process will protect you from the
courts but not from shareholders.”

A holistic approach is required that
considers advanced planning and
issues that may emerge after your
deal is announced - yet can be pro-
actively addressed. Here is a top
ten list to help boards prepare.

01. Prepare for an activist by
viewing the deal through
shareholders’ eyes, looking
for weaknesses

02. Monitor trading activity prior
to the deal, considering how
the deal impacts the goals of
buyers

03. Take the temperature of your
shareholders as soon as a
deal is announced

04. I an activist does emerge,
understand how their objective
will resonate with other
shareholders

05. Consider a settlement or
confidentiality agreement

06. Emphasize the robustness of
the strategic review process
in your proxy statement

07. Explain the strategy and
downside risk to other
courses of action

08. Prepare to engage with proxy
advisors, provide solid backup
for valuation assumptions

09. Equity analysts carry more
weight than your financial
advisor

10. No deal is safe - be able to
“show and tell” how and why
itis a good deal
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Being the best in our field means reliably
delivering the results our clients want -
no matter the challenge.

Our track record of success is backed by
our unparalleled expertise and culture of
24/7 client service.

Regardless of what your needs are -

from governance advisory to strategic
communications to shareholder identification
to depositary to full proxy solicitation for

any type of voting matter - Kingsdale

has the complete solution for you.

There’s a reason why we’re engaged on more
proxy contests than all others combined:
We win.

OUR SERVICES INCLUDE: Toronto New York

Strategic & Defensive Advisory Wes Hall, ICD.D Michael Fein
Governance Advisory Executive Chairman & Founder Executive Vice President,
Compensation Advisory 416.867.2342 Head of US Operations
ESG Advisory Amy Freedman 917.747.5403

Proxy Solicitation Chief Executive Officer Sylvia Hermina
Information Agent & Debt Services 416.867.4557 Senior Vice President
Depositary Agent Grant Hughes 646.651.1642

Strategic Communications
Asset Reclamation
Graphic Design & Creative Services

Chief Operating Officer Edward Greene
416.867.2341 Vice President, Research &
Business Development

Hooman Tabesh 646.651.1644

Executive Vice President &

General Counsel Kevin W. Auten

416.867.2337 Vice President, Operations
. . 646.651.1646

Victor Li

Executive Vice President,
Governance Advisory
416.867.4554

Victor Guo

Executive Vice President,
Governance Special Situations
416. 867.2331

lan Robertson

Executive Vice President,
Communication Strategy
416.867.2333
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